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Title  45— PuUk  Welfare 

CHAPTER  II— SOCIAL  AND  REHABILITA¬ 
TION  SERVICE  (ASSISTANCE  PRO¬ 
GRAMS),  DEPARTMENT  OF  HEALTH, 
EDUCATION,  AND  WELFARE 

PART  25D— ADMINISTRATION  OF 
MEDICAL  ASSISTANCE  PROGRAMS 

Reimbursement  on  a  Reasonable  Cost- 
Related  Basis  for  Skilled  Nursing  and  In¬ 
termediate  Care  Facility  Services 

In  the  April  13, 1976,  Federal  Register 
(41  PR  15560),  the  Department  pub¬ 
lished  a  notice  of  proposed  rule  making 
under  title  XIX  of  the  Social  Security 
Act,  to  amend  Social  and  Rehabilitation 
Service  regulations  at  45  C7FR  250.30.  The 
proposed  amendments  would  implement 
section  249(a)  of  Pub.  L.  92-603,  the  So¬ 
cial  Security  Amendments  of  1972.  That 
section  added  section  1902(a)  (13)  (E)  to 
the  Act,  requiring  that  State  plans  for 
medical  assistance  programs  provide, 
“effective  Jvily  1,  1976,  for  payment  of 
the  skilled  nursii^  facility  and  inter¬ 
mediate  care  facility  services  provided 
under  the  plan  on  a  reasonable  cost  re¬ 
lated  basis,  as  determined  in  accordance 
with  methods  and  standards  which  shall 
be  developed  by  the  State  on  the  basis 
of  cost-finding  methods  approved  and 
verified  by  the  Secretary.” 

Interested  parties  were  given  the  op¬ 
portunity  to  submit  in  writing  on  or 
before  May  13,  1976  (subsequently  ex¬ 
tended  to  May  28,  1976  (41  PR  16968) ) , 
any  comments,  suggestions,  or  objections 
I>ertaining  to  Uie  proposed  amendments. 
Over  500  letters  were  received  from  a 
variety  of  sources,  including  20  States, 
187  long-terin  care  facilities,  27  national 
or  State  organizations  representing  pro¬ 
viders  of  long  term  care,  and  270  indi¬ 
viduals. 

As  a  result  of  the  Department’s  review 
of  the  comments,  the  proposed  regula¬ 
tions  have  been  substantially  revised. 
The  material  comments  received  are  re¬ 
sponded  to,  and  the  changes  incorporated 
in  the  final  regulations  are  discussed,  in 
the  following  analysis  of  the  basis  and 
purpose  of  these  regulations.  The  De¬ 
partment  considered  many  alternative 
approaches  in  the  course  of  developing 
these  regulations.  A  discussion  of  these 
alternatives  and  the  reasons  for  rejecting 
them  is  also  incorporated  into  the  fol¬ 
lowing  analysis  of  the  basis  and  purpose 
of  the  regulations. 

Legislative  Purpose  of  1902(a)  (13)  (E) 

Section  249  of  Pub.  L.  92-603  origi¬ 
nated  in  the  Senate  Committee  on 
Finance.  The  report  of  that  committee. 
Senate  Report  No.  92-1230,  at  pp.  287- 
288,  indicates  the  legislative  purposes  for 
which  section  249(a)  was  enacted.  The 
Senate  Report  notes  with  concern  that, 
without  any  statutory  requirements  that 
payment  for  medical  care  and  services  in 
long  term  care  facilities  be  on  a  reason¬ 
able  cost-related  basis,  some  facilities 
are  being  overpaid  by  Medicaid,  while 
others  are  being  paid  too  little  to  support 
the  quality  of  care  that  Medicaid  pa¬ 
tients  are  expected  to  need  and  receive. 

The  Report  makes  clear  that  the  Com¬ 
mittee  was  concerned  about  the  effect  of 


both  imderpayment  and  overpayment  on 
the  quality  of  medical  care  of  recipients. 
If  facilities  are  underpaid,  because  a 
State’s  fiat  rate  is  unrealistically  low  or 
because  in  determining  its  rate  the  State 
refuses  to  recognize  as  allowable  costs 
some  of  the  real  costs  of  providing  the 
services,  facilities  will  be  under  pressure 
to  cut  comers  and  provide  lower  quality 
care,  or  will  be  forced  to  make  their  non- 
Medicaid  patients  absorb  some  of  the  cost 
of  Medicaid  patients’  care;  at  worst,  fa¬ 
cilities  may  refuse  to  accept  Medicaid 
patients.  If  facilities  are  overpaid,  either 
because  the  State’s  fiat  rate  is  unreal¬ 
istically  high  or  because  the  State  pay¬ 
ment  formula  permits  reimbursement 
for  unnecessary  items  such  as  luxury 
services,  questionable  depreciation  al¬ 
lowances  and  the  like,  there  is  little  in¬ 
centive  for  providers  to  employ  the  most 
efficient  and  economical  methods  of  pro¬ 
viding  services,  with  the  result  that  the 
State’s  Medicaid  dollars  do  not  go  as  far 
as  they  could  to  provide  needed  medical 
care.  When  increased  inflation  and  un¬ 
employment  are  already  straining  State 
welfare  budgets,  this  is  a  serious  con¬ 
sideration.  The  rising  costs  of  the  Medic¬ 
aid  program  may  force  a  State  to  drop 
optional  services  or  the  medically  needy 
category  from  its  plan,  as  some  States 
have  already  done;  at  worst,  the  high 
prices  of  medical  care  and  services  in 
skilled  nursing  facilities  and  intermedi¬ 
ate  care  facilities  might  be  a  factor  in  the 
State’s  decision  to  drop  out  of  the 
Medicaid  program  altogether. 

Congress,  then,  was  concerned  about 
the  harmful  effects  on  the  Medicaid  pro¬ 
gram  of  both  underpayment  and  over¬ 
payment  of  providers  of  long-term  care 
facility  services.  On  the  other  hand,  the 
committee  was  aware  that  application  of 
the  reasonable  cost  reimbursement  ap¬ 
proach  of  the  Medicare  program  to  pay¬ 
ment  for  long-term  care  facility  serv¬ 
ices  was  not  entirely  satisfactory;  the 
committee  noted  particularly  that  the 
tremendously  detailed  cost  finding  re¬ 
quirements  under  Medicare  might  be 
unnecessarily  cumbersome  and  expen¬ 
sive. 

The  Secretary’s  Authority  Under  1902 
(a)(13)(E) 

The  committee  announced  that  its 
purpose  in  enacting  section  249  was  to 
give  States  maximum  possible  flexibility 
to  develop  methodologies  for  cost  find¬ 
ing  and  reasonable  cost-related  reim¬ 
bursement,  within  limits  set  by  the  Sec¬ 
retary.  Questions  raised  in  many  of  the 
responses  received  by  SRS  during  the 
comment  period  have  indicated  the  nec¬ 
essity  of  clarifying  the  division  of  func¬ 
tions  between  the  Secretary  and  the 
States  established  by  the  statute. 

'The  statute  requires  that  the  States 
(1)  use  approved  cost-finding  methods  to 
establish  the  reasonable  costs  of  serv¬ 
ices,  and  (2)  on  the  basis  of  such  cost¬ 
finding  methods,  develop  and  use  meth¬ 
ods  and  procedures  for  payment  for  serv¬ 
ices  on  a  reasonable  cost-related  basis. 
A  number  of  the  comments  received  ex¬ 
pressed  the  mistaken  view  that  the  sta¬ 
tute  grants  the  Secretary  authority  to 


review,  approve,  and  verify  only  the  coet- 
finding  methods,  and  not  the  methods 
used  by  the  States  to  establish  a  reim¬ 
bursement  rate.  Given  the  rather  con¬ 
fusing  wording  of  the  statute,  it  is  under¬ 
standable  that  this  misinterpretation 
could  arise,  but  when  the  statute  is  read 
together  with  the  Senate  Finance  Com¬ 
mittee  Report,  there  is  no  room  for  doubt 
that  Congress  intended  the  Secretary  to 
have  power  to  review,  approve,  and  vali¬ 
date  both  the  cost-finding  and  the  reim¬ 
bursement  methodologies.  The  report 
reads  in  part,  at  page  287: 

The  States  would  use  acceptable  coat-find¬ 
ing  techniques  (not  necessarily  those  uti¬ 
lized  for  Medicare  purposes)  to  determine 
reasonable  reimbursement  and  apply  to  the 
results  appropriate  methodologies  for  deter¬ 
mining  payment.  The  methods  would  have  to 
be  approved  and  validated  by  the  Secretary. 
The  committee  does  not  Intend  that  this  pro¬ 
vision  should  require  use  of  the  specific 
Medicare  reasonable  cost  reimbursement  for¬ 
mula  by  States  for  purposes  of  reimbursing 
skUled  nursing  homes  and  Intermediate  care 
faculties  under  Medicaid,  although  States  are 
free  to  choose  this  option.  Rather,  the  States 
could  develop  other  reasonable  cost-related 
methods  of  rate-setting.  Whatever  methodol¬ 
ogy  is  authorized  should  Include  adequate 
procedures  for  auditing,  as  necessary,  the  fi¬ 
nancial  records  of  an  Institution  •  •  *.  The 
Secretary  would  be  expected  to  validate,  on 
site,  a  State's  metho^logy  through  sample 
audits.  (Emphasis  added.) 

The  language  of  the  Committee  Report 
makes  clear  that  the  State’s  methodol¬ 
ogies  for  rate-setting,  as  well  as  the 
State’s  methods  for  cost-finding,  are  sub¬ 
ject  to  the  Secretary’s  approval. 

A  number  of  the  comments  took  the 
mistaken  view  that,  since  under  section 
249  the  Secretary  had  authority  only  to 
review  and  approve  methodologies  used 
by  the  States,  he  exceeded  his  authority 
in  including  in  the  proposed  regulations 
any  Federal  requirements.  However,  it  is 
entirely  appropriate  that,  in  the  exer¬ 
cise  of  his  power  under  section  249  to  re¬ 
view  and  approve  the  States’  cost-finding 
and  rate-setting  methodologies,  the  Sec¬ 
retary  give  notice  to  the  States  in  the 
form  of  regulations  of  the  criteria  and 
conditions  on  which  he  will  base  his 
approval.  In  light  of  the  concern  ex¬ 
pressed  in  the  legislative  history  of  sec¬ 
tion  249  about  the  dangers  to  the  objec¬ 
tives  of  the  Medicaid  statute  of  either 
underpayment  or  overpayment  of  long¬ 
term  care  facilities,  the  Secretary,  in 
carrying  out  his  statutory  functions  of 
reviewing,  approving,  and  verifying  the 
States’  methodologies,  has  the  responsi¬ 
bility  to  seek  to  assure  that  the  method¬ 
ologies  will  in  fact  result  in  reasonable 
cost-related  reimbursement,  by  estab¬ 
lishing  certain  minimum  standards  for 
approval. 

The  legislative  history  of  section  249 
(a)  makes  clear  that,  within  the  limits 
established  by  the  statute  and  by  regula¬ 
tions,  the  States  are  to  have  the  maxi¬ 
mum  possible  flexibility  to  develop 
methodologies  for  cost-finding  and  rate¬ 
setting  and  procedures  for  reimburse¬ 
ment.  The  legislative  history  explicitly 
declares  that  States  are  to  be  free  to 
develop  methodologies  less  cumbersome 
and  expensive  than  those  of  the  Medi- 
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care  program.  In  light  of  this  clear  Con¬ 
gressional  purpose,,  the  regulations  have 
been  amended  to  meet  the  objections 
raised  in  a  number  of  comments  to  a 
variety  of  requirements  in  the  proposed 
regulations.  The  purposes  of  the  final 
regulations  are  to  simplify  the  Federal 
requirements,  focusing  on  ^e  basic  prin¬ 
ciples  and  standards  that  the  States 
must  observe  in  order  to  secure  approval 
of  their  cost-finding  and  reimbursement 
methodologies  and  to  assure  validation 
in  subsequent  audits,  without  unneces¬ 
sarily  restricting  the  States  in  their 
choice  of  methodologies  and  standards. 

Organization  of  the  Pinal  Regulations 

The  final  regulations  are  organized 
around  five  State  plan  requirements  es-* 
tablished  by  section  1902(a)  (13)  (E),  as 
amplified  by  its  legislative  history.  Sub¬ 
section  250.30(a)  (3)  (i),  dealing  with 
cost-finding  and  cost  reporting,  imple¬ 
ments  the  statutory  requirement  that  the 
State  use  cost-finding  methods  approved 
and  verified  by  the  Secretary.  Subsec¬ 
tion  250.30(a)  (3)  (ii) ,  dealing  with  audit¬ 
ing,  implements  the  requirements  of  the 
statute,  as  clarified  in  the  legislative 
history,  that  the  States’  cost-related 
method  of  rate-setting  should  include 
adequate  procedures  for  auditing  the  fi¬ 
nancial  records  of  an  institution,  and 
that  the  Secretary  verify  a  State’s  meth¬ 
odology.  S  250.30(a)  (3)  (lii) ,  dealing  with 
allowable  costs,  implements  the  statu¬ 
tory  requirement  that  reimbursement 
rates  for  long-term  care  services  pro¬ 
vided  under  the  plan  be  determined  on 
the  basis  of  cost-finding  methods  ap¬ 
proved  and  verified  by  the  Secretary; 
this  section  specifies  certain  expense 
items  which  must  be  taken  into  account, 
and  others  which  must  be  wnitted,  in  the 
calculation  of  reasonable  cost  in  an 
approvable  cost-finding  method.  Sec¬ 
tion  250.30(a)  (3)  (Iv) ,  dealing  with 
methods  and  standards  for  establishing 
a  reimbursement  rate,  implements  the 
statutory  requirement,  as  clarified  in  the 
legislative  history,  that  States  develop 
formulas  and  standards  for  reimburse¬ 
ment  on  a  reasonable  cost-related  basis, 
and  that  the  States’  method  for  deter¬ 
mining  such  reasonable  cost-related  pay¬ 
ment  be  approved  and  validated  by  the 
Secretary.  Section  250.30(a)  (3)  (v) ,  re¬ 
quiring  assurance  by  the  States  that  pay¬ 
ment  will  be  based  on  the  principles  and 
standards  stated  in  these  regulations 
and  in  the  State  plan,  implements  the 
statutory  requirement  that  payment  for 
long-term  care  facllitv  services  be  on  a 
reasonable  cost-related  basis. 

The  Medicare  Ceiling 

Many  comments  expressed  concern  at 
the  continuation  in  these  regulations  of 
the  Medicare  ceiling  on  payment  rates, 
which  has  been  in  effect  since  July  1, 
1970. 

Numerous  comments  urged  the  view 
that  the  imposition  of  this  ceiling  ex¬ 
ceeded  the  Secretary’s  authority  under 
section  249(a)  of  Pub.  L.  92-603,  and  con¬ 
flicted  with  the  statutory  intent  expressed 
in  section  249(b)  that  rates  found  ac¬ 
ceptable  for  a  State’s  Medicaid  program 


could  be  adapted  for  use  in  the  State’s 
Medicare  program  as  well. 

In  responding  to  these  comments,  the 
Department  would  first  note  that  the 
Medicare  ceiling  requirement  in  8  250.30 
(b)  (3)  (iii)  of  this  chapter  is  not  new.  It 
was  published  at  35  FR  10013,  June  18, 
1970,  and  became  effective  July  1,  1970. 
TTiis  requirement  does  not  implement 
section  1902(a)  (13)  (E) ,  but  rather  im¬ 
plements  the  completely  separate  re¬ 
quirement  of  section  1902(a)  (30)  that 
the  State  plan: 

provide  such  methods  and  procedures  relat¬ 
ing  to  the  •  •  *  payment  for  •  •  •  care 
and  services  avaUable  under  the  plan  •  •  • 
as  may  be  necessary  to  •  •  *  assure  that 
payments  •  •  •  are  not  In  excess  of  reason¬ 
able  charges  consistent  with  efficiency,  econ¬ 
omy,  and  quality  of  care. 

while  section  1902(a)  (13)  (E)  requires 
that  payment  be  on  a  reasonable  cost- 
related  basis,  section  1902(a)  (30)  im¬ 
poses  the  separate  requirement  that 
payment  not  exceed  reasonable  charges 
consistent  with  efficiency,  economy,  and 
quality  of  care.  The  Department  has  felt 
and  continues  to  feel  the  need  to  place 
some  explicit  ceiling  on  Medicaid  pay¬ 
ment  rates  in  order  to  effectuate  the 
Congressional  purpose  expressed  in  sec¬ 
tion  1902(a)  (30). 

A  number  of  comments  urged  that, 
since  Medicare  provides  for  payment  of 
reasonable  cost,  to  make  the  Medicare 
rates  the  ceilings  on  payments  under 
section  1902(a)  (13)  (E)  would  be  ef¬ 
fectively  to  require  that  States  pay  rea¬ 
sonable  cost  or  less.  The  fallacy  con¬ 
tained  in  this  analysis  is  the  assumption 
that  there  is  only  one  method  to  de¬ 
termine  reasonable  cost,  and  only  one 
cost  figure  which  is  reasonable.  But,  to 
the  contrary,  the  Department  believes 
that  a  variety  of  cost-finding  methods 
could  be  used  to  determine  reasonable 
cost,  which  methods  would  produce  a 
range  of  amounts  representing  reason¬ 
able  cost.  Rather  than  any  one  figure 
representing  the  reasonable  cost,  each 
figure  within  the  acceptable  range  repre¬ 
sents  a  reasonable  cost.  Based  on  its  ex¬ 
perience  with  the  use  of  the  Medicare 
formula,  the  Department  believes  it  is 
appropriate  to  continue  the  assumption 
that  a  payment  rate  is  excessive  if  it 
would  result  in  higher  payment  than 
under  Medicare  in  any  cost-reimburse¬ 
ment  method  which  determines  final 
payment  retrospectively. 

The  enactment  of  section  1902(a)  (13) 
(E) ,  which  requires  that  State  plans  pro¬ 
vide  for  reimbursement  of  skilled  nursing 
facilities  and  intermediate  care  facili¬ 
ties  on  a  reasonable  cost-related  basis, 
does  not  render  superfluous  section  1902 
(a)  (30)  or  its  implementing  regulations. 
A  State’s  reimbursement  formula  under 
section  1902(a)  (13)  (E)  might  be  related 
to  reasonable  cost  and  still  exceed  rea¬ 
sonable  charges,  for  example,  if  a  State 
set  a  high  rate  of  return  on  owners’  net 
equity. 

One  comment  urged  that,  had  Con¬ 
gress  wanted  to  impose  an  upper  limit  on 
nursing  home  payments  calcidated  in 
relationship  to  payments  under  Med’care, 
it  would  have  added  a  ceiling  provision  to 


section  249(a)  similar  to  the  ceiling  pro¬ 
vision  in  section  232  of  Pub.  L.  92-603, 
which  states  that  payment  of  the  reason¬ 
able  cost  of  inpatient  hospital  services 
under  Medicaid  shall  not  exceed  the 
amount  which  could  be  determined  imder 
Medicare  as  the  reasonable  cost  of  such 
services. 

The  answer  to  this  comment  is  that  it 
is  equally  reasonable  to  conclude  that 
since  at  the  time  Congress  enacted  sec¬ 
tion  249,  it  was  aware  that  the  regulation 
making  the  Medicare  cost  determinations 
a  ceiling  on  payment  to  long-term  care 
facilities  under  Medicaid  was  already  in 
effect,  it  saw  no  need  to  create  such  a 
ceilihg  through  legislation.  Indeed,  Con¬ 
gress  would  have  been  expected  to  de¬ 
clare  its  objections,  if  any,  to  the  exist¬ 
ing  regulatory  ceiling  at  the  time  it  en¬ 
acted  section  249.  Since  Congress  was 
silent,  it  can  reasonably  be  assumed  that 
it  had  no  such  objections. 

Section  249,  which  added  section  1902 
(a)  (13)  (E)  to  the  Medicaid  statute,  also 
added  to  the  Medicare  statute  section 
1861(v)  (1)  (E),  which  empowers  the 
Secretary  to  provide  by  regulations  that 
rates  develop^  by  a  State  under  section 
1902(a)  (13)  (E)  may  be  used  to  reim¬ 
burse  providers  of  skilled  nursing  facility 
services  under  Medicare  as  well.  A  few 
comments  argued  that  this  provision 
demonstrated  the  Congressional  intent 
that  reimbursement  under  Medicare  was 
to  follow  Medicaid  principles,  and  not  the 
reverse,  and  that  therefore  the  Medicare 
ceiling  on  Medicaid  reimbursement  rates 
was  no  longer  appropriate. 

In  the  first  place,  this  argument  mani¬ 
festly  ignores  the  explicit  language  of 
section  249(b),  which  unmistakably 
leaves  to  the  Secretary’s  discretion  the 
decision  whether  to  promulgate  regula¬ 
tions  allowing  the  use  of  Medicaid  rates 
in  the  Medicare  program,  and  also  gives 
the  Secretary  discretion  to  determine  on 
a  State-by-State  basis  whether  to  allow 
use  of  such  alternative  rates.  Second,  the 
legislative  history  gives  no  indication 
that  Congress  was  dissatisfied  with 
the  rate  arrived  at  imder  the  Medicare 
formula,  but  rather  indicated  dissatis¬ 
faction  with  the  cumbersomeness  and  ex¬ 
pense  of  the  formula.  Furthermore,  as 
stated  above,  experience  with  use  of  the 
Medicare  formula  had  demonstrated  that 
the  rates  determined  on  the  basis  of  this 
formula  are  at  the  upper  end  of  the  range 
of  reasonable  costs.  On  the  basis  of  these 
factors,  the  Department  sees  no  reason 
to  interpret  section  249(b)  as  evidence 
that  Congress  objected  to  t^e  continued 
use  of  the  Medicare  rates  as  a  ceiling  on 
payment  rates  determined  under  section 
249(a).  On  the  contrary,  strong  evidence 
of  Congress’  continued  satisfaction  with 
the  Medicare  formula  as  a  ceiling  on 
Medicaid  rates  is  provided  in  Congress’ 
making  the  Medicare  ceiling  on  Medicaid 
rates  for  inpatient  hosmtal  services  a 
statutory  requirement  imder  section 
1902(a)  (13)  (D)  of  the  Act,  enacted  by  a 
companion  provision  of  the  same  Act 
of  Congress,  section  232  of  Pub.  L. 
92-603. 

A  number  of  comments  stated  that  the 
Medicare  ceiling  could  not  be  reconciled 


FEDERAL  REGISTER,  VOL.  41,  NO.  128 — THURSDAY,  JULY  1,  1976 


27302 


RULES  AND  REGULATIONS 


with  the  clear  legislative  intent  that 
States  were  not  to  be  required  to  use  the 
Medicare  cost  reimbursement  formula 
for  payment,  but  were  to  be  free  to  ex¬ 
periment  with  developing  alternative 
payment  methods  and  standards  that 
might  be  simpler  and  less  expensive. 
Comments  emphasized  that  retaining 
the  ceiling  would  seem  to  require  States 
to  employ  the  detailed  Medicare  formula 
at  least  for  purposes  of  rate  comparison, 
thus  forcing  a  choice  between  expensive 
and  duplicative  accounting  and  auditing 
procedures  or  acceptance  of  the  Medi¬ 
care  formula.  TTiis  requirement  was  felt 
to  be  burdensome  whether  it  required 
comparison  between  rates  under  Medi¬ 
care  and  alternative  systems  on  individ¬ 
ual  cost  items  or  in  the  aggregate.  Other 
comments  stated  that  the  ceiling  could 
not  be  reconciled  with  the  explicit  legis¬ 
lative  intent  that  states  be  free  to  set  a 
reimbursement  rate  prospectively  with¬ 
out  provision  for  retrospective  adjust¬ 
ment,  because  it  would  not  be  adminis¬ 
tratively  feasible  under  a  prospective 
ssrstem  to  apply  the  retrospective  Medi¬ 
care  ceiling. 

The  answer  to  these  comments  is  that 
States  are  not  required  to  use  Medicare’s 
cost  reports  or  Medicare’s  detailed  cost- 
finding  methods  solely  for  purposes  of 
rate  comnarison.  Progfram  Regulation 
Guide  (MSA-PRG-19)  issued  Jime  7, 
1972,  and  still  in  effect,  authorizes  the 
use  of  simplified  formulas  to  determine 
the  ceiling  for  facilities  that  do  not  par¬ 
ticipate  in  Medicare.  ’The  Guide  also  pro¬ 
vides  for  use  of  a  modified  formula  to 
determine  the  rate  ceiling  prospectively 
without  the  need  for  retrospective  ad¬ 
justment.  Under  this  formula  the  rate 
comparison  mav  be  made  prospectively 
using  current  unaudited  co'sts  and  may 
be  made  on  a  sample  of  facilities  partici¬ 
pating  in  Medicaid:  where  the  facility 
participates  in  Medicare,  the  Medicare 
interim  rate,  with  certain  adjustments, 
may  be  used  as  the  rate  ceiling. 

Some  comments  expressed  concern 
that  the  Medicare  ceiling  would  force 
States  to  adopt  the  Medicare  principles 
and  standards  as  the  only  viable  alterna¬ 
tive  to  costly  rate  comparisons.  The  short 
answer  to  this  concern  is  that  since  the 
Medicare  ceiling  went  into  effect  six 
years  ago,  on  July  1,  1970,  only  two 
States  (Idaho  and  Alaska)  have  fully 
adopted  Medicare’s  principles  and  stand¬ 
ards,  although  many  States  do  use  se¬ 
lect^  Medicare  principles  and  stand¬ 
ards.  The  Department  is  unaware  of  any 
other  States  planning  to  drop  existing 
systems  to  adopt  the  Medicare  system. 

The  Department  is  not  entirely  satis¬ 
fied  with  use  of  Medicare  rates  as  the 
ceiling  (m  Medicaid  rates,  being  aware 
botJi  of  the  cumbersomeness  and  expense 
of  ascertaining  the  Medicare  rate  and  of 
the  fact  that  the  Medicare  ceiling  may 
be  so  high  that  it  is  not  a  completely  ef¬ 
fective  deterrent  to  the  setting  of  exces¬ 
sive  rates.  The  Department  solicited  pro¬ 
posals  for  alternative  methods  of  setting 
the  ceiling  at  the  time  Notice  of  Proposed 
Rule  Making  was  published  for  these 
regulations.  But  the  alternatives  pro¬ 


posed  in  comments  are  unsatisfactcHy. 
The  suggestion  that  the  ceiling  be  set  as 
a  percentage  of  the  costs  recognized  by 
a  State  is  unsatisfact(X7t  because  it  cre¬ 
ates  an  incentive  to  increase  costs.  The 
suggestion  that  the  Department  set  lim¬ 
its  on  profits  that  may  be  paid  is  also 
unsatisfactory,  because  it  has  been  the 
Department’s  experience  that  ceilings  it 
establishes  frequently  bec(»ne  fioors  as 
well,  thus  defeating  their  purpose.  How¬ 
ever.  as  a  result  of  the  above  comments, 
the  Department  is  discontinuing  use  of  a 
Medicare  ceiling  in  the  case  of  States 
with  prospective  rate  setting  systems. 
Prospective  rate  setting  systems,  as  de¬ 
fined  for  purposes  of  this  regulaUon,  in¬ 
volve  payment  rates  not  subject  to  fur¬ 
ther  adjustment  on  the  basis  of  the  ac¬ 
tual  costs  of  a  particular  provider  of 
long-term  care  services.  The  Department 
believes  that  the  inherent  cost  contain¬ 
ment  potential  of  such  limits  negates  the 
need  for  an  additional  ceiling.  As  part  of 
its  validation  audits  of  State  payment 
systems,  the  Department  will  compare 
States’  payments  under  prospective 
methods  of  reimbursement  with  rates 
which  would  have  been  determined  xm- 
der  Medicare.  The  results  of  these  audits 
to  evaluate  the  impact  of  the  regulations 
will  also  be  used  by  the  Department  to 
evaluate  the  need  for  defining  a  more 
restrictive  ceiling  in  regulations  or  leg¬ 
islation. 

In  the  case  of  retrospective  payment 
systems  (i.e.,  systems  in  which  there  is 
any  retrospective  determination  of  pay¬ 
ment  or  settlonent  of  costs),  the  use  of 
a  Medicare  ceiling  determination  is  con¬ 
tinued.  For  ease  of  administration,  the 
States  may  determine  the  upper  limit 
based  on  a  random  sample  of  all  long¬ 
term  care  facilities  participating  in 
Medicaid.  The  ceiling  will  be  deemed  met 
if  the  State’s  payment  does  not  exceed 
amoimts  which  would  have  been  deter¬ 
mined  under  Medicare  in  at  least  90  per¬ 
cent  of  the  facilities  in  the  sample.  States 
are  equally  free  to  continue  using  the 
present  procedures  for  determining  com¬ 
pliance  with  the  Medicare  ceiling  in  cir¬ 
cumstances  where  it  will  continue  to 
be  applicable.  Thus,  the  “random  sam¬ 
ple’’  method  may  be  used  at  state  option. 
Since  this  additional,  optional  method 
for  determining  compliance  with  the 
Medicare  ceiling  imposes  no  new  bur¬ 
dens  or  requirements  on  the  states,  the 
Department  finds  that  good  cause  ex¬ 
ists  for  including  this  provision  in  these 
regulations  in  final  form  without  prior 
public  comment  and  for  dispensing  with 
notice  of  proposed  rulemaking. 

In  all  cases,  whether  a  State  has  a 
prospective  or  retrospective  payment 
system,  any  general  pasmient  limits  es¬ 
tablished  under  Medicare  pursuant  to 
section  223  of  Pub,  L.  92-603  will  be  in 
effect  under  Medicaid  on  the  same  fa¬ 
cility-by-facility  basis  as  under  Medi¬ 
care.  General  payment  limits  are  not 
currently  in  effect  under  Medicare,  but 
it  is  anticipated  that  limits  on  payment 
rates  for  routine  service  costs  of  skilled 
nursing  services  will  be  promulgated  in 
the  near  future.  Such  limits  are  consid¬ 
ered  by  the  Department  to  be  absolute 


limits  on  what  is  considered  reasonable 
costs  for  both  skilled  nursing  facility 
and  intermediate  care  facility  services. 

Othir  Mxdicari  Tnc-lNS 

A  considerable  number  of  comments 
expressed  concern  that  the  numerous 
requirements  in  the  proposed  regula¬ 
tions  that  the  State’s  reimbursement 
rate  for  individual  cost  items  not  ex¬ 
ceed  the  Medicare  rate,  cconbined  with 
the  provision  that  State  plans  which 
adopted  the  Medicare  standards  and 
principles  would  have  automatic  approv¬ 
al  while  all  other  plans  would  be  sub¬ 
ject  to  review,  would  have  the  unintend¬ 
ed  effect  of  forcing  States  to  adopt  the 
Medicare  formula  as  the  only  viable 
optical.  The  point  was  well  taken,  and 
the  Department  has  removed  all  require¬ 
ments  that  the  State  rates  not  exceed 
Medicare  rates  of  payment  for  individual 
cost  items  except  for  payment  limits  es¬ 
tablished  by  Medicare  pursuant  to  sec¬ 
tion  223  of  Pub.  L.  92-603. 

Some  comments  urged  that  States  be 
required  to  adopt  the  Medicare  princi¬ 
ples  and  standards  of  reasonable  cost  re¬ 
imbursement,  while  others  urged  that 
States  be  forbidden  to  do  so.  However, 
the  legislative  history  leaves  no  doubt 
that  Congn*ess  intended  States  to  have 
the  option  to  adopt  the  Medicare  prin¬ 
ciples  and  standards,  but  not  to  require 
that  States  adopt  these  principles  and 
standards. 

Payment  on  a  Reasonable  Cost-Related 
Basis 

The  statute  requires  payment  for  long¬ 
term  facility  services  provided  under  the 
plan  “on  a  reasonable  cost-related  basis,” 
rather  than  simply  requiring  payment  of 
“reasonable  costs,”  as  in  section  1902(a) 
(13)  (D)  (payment  for  inpatient  hospital 
services)  and  section  1861  (v)  in  title 
XVm  (Medicare) .  Since  “reasonable 
cost-related  basis”  is  not  defined  in  the 
statute,  we  must  look  to  the  legislative 
history  for  its  meaning. 

Section  1902(a)  (13)  (E)  was  enacted 
to  remedy  what  Congress  perceived  as 
the  inadequacy  of  present  systems  for 
payment  of  long-term  care  facilities.  The 
Senate  Report  expresses  dissatisfaction 
with  the  fiat  rate  payment  system  in 
general  use,  because  It  results  in  over¬ 
payment  to  some  long-term  care  facili¬ 
ties,  while  other  facilities  are  paid  too 
little  to  support  the  quality  of  care  that 
Medicaid  patients  are  expected  to  need 
and  receive,  and  because  a  fiat  rate  pro¬ 
vides  no  incentive  to  upgrade  the  quality 
of  care.  In  light  of  this  clearly  expressed 
legislative  concern,  the  statutory  require¬ 
ment  of  “paimient  •  •  •  on  a  reason¬ 
able  cost  related  basis”  must  mean  that, 
after  determining  the  reasonable  cost  on 
the  basis  of  some  approved  method,  the 
State  must  set  a  payment  rate  that  it 
finds  adequate  to  reimburse  such  reason¬ 
able  costs,  and  could  not  set  the  rate  so 
low  that  it  clearly  would  not  reimburse 
such  reasonable  costs.  In  other  words, 
the  State  may  not  set  the  payment  rate 
at,  for  example.  60  percent  of  reasonable 
costs;  such  a  rate,  although  it  would  be 
within  a  literal  definition  of  the  words 
“payment  on  a  reasonable  cost  related 
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basis,”  would  not  comport  with  what 
Congress  clearly  understood  to  be  the 
meaning  of  the  statutory  language.  For 
the  same  reason,  a  State  would  net 
satisfy  the  requirement  of  section  1902 
(a)  (13)  (E)  if  it  paid,  or  gave  assurance 
to  pay,  the  amount  determined  imder 
this  section  to  the  extent  that  State  funds 
are  available,  or  to  the  extent  that  State 
appropriations  permit.  To  allow  a  State 
to  limit  its  obligation  under  the  statute 
by  such  a  provision,  as  some  comments 
suggested,  would  permit  a  State  to  defeat 
a  major  part  of  Congress’  purpose  in 
enacting  section  249. 

On  the  other  hand,  neither  does  the 
statute  require  that  States  provide  as¬ 
surance  that  each  facility  will  be  reim¬ 
bursed  its  reasonable  costs,  as  some  com¬ 
ments  urged.  The  intent  expressed  in  the 
legislative  history  that  States  be  allowed 
the  maximum  possible  flexibility  in  de¬ 
veloping  cost-related  payment  methods 
sheds  light  on  the  distinction  between 
"reasonable  cost”  and  “reasonable  cost- 
related.”  The  Senate  Report  declares 
that  States  need  not  use  the  Medicare 
reasonable  cost  reimbursement  formula, 
but  that  they  should  be  free  to  develop 
simpler  and  less  expensive  methodologies. 
The  Senate  Report  explicitly  declares 
that  reasonable  cost-related  rates  can  be 
determined  on  a  geographical  or  other 
class  basis  instead  of  on  an  institution- 
by-institution  basis.  The  report  also 
clearly  implies  that  States  are  to  be  free 
to  set  the  rates  prospectively  without 
provision  for  retrospective  adjustment.  A 
rigid  requirement  that  a  State  pay  to 
each  facility  the  full  amount  of  its  allow¬ 
able  costs  would  bar  the  use  of  these  very 
options  that  Congress  meant  to  make 
available.  As  some  comments  pointed  out, 
rates  set  prospectively  on  the  basis  of 
past  experience,  or  set  on  a  class  basis, 
cannot  reimburse  the  actual  costs  of 
each  facility  with  the  same  degree  of 
precision  possible  under  the  Medicare 
formula,  and  will  inevitably  result  in  a 
degree  of  underpayment  of  some  facili¬ 
ties  and  overpayment  of  others.  But  the 
legislative  history  makes  clear  Congress’ 
intent  to  give  up  a  certain  amount  of 
precision  in  order  to  afford  States  the 
option  to  use  simpler  and  less  expensive 
methodologies. 

As  pointed  out  above  in  the  discussion 
of  the  Medicare  ceiling,  there  is  no  single 
acceptable  method  for  determining  rea¬ 
sonable  cost,  but  rather  a  variety  of  ac¬ 
ceptable  methods;  it  follows  from  this 
that  there  is  no  single  figure  that  is  the 
reasonable  cost,  but  rather  a  spectrum 
of  figures  within  an  acceptable  range, 
any  one  of  which  is  a  reasonable  cost. 
The  Department  expects  that  a  variety 
of  acceptable  methods  for  determining 
a  reasonable  cost-related  payment  rate 
will  be  developed.  The  legislative  history 
of  section  249  makes  clear  that  the  States 
are  to  be  allowed  great  freedom  both  to 
define  aUowable  costs  items  and  to  set  a 
value  on  the  reasonable  cost  of  such 
items,  and,  in  addition.  States  are  to  be 
free  in  setting  their  reasonable  cost- 
related  payment  rate  to  take  into  ac¬ 
count,  on  the  one  hand,  incentives  to¬ 
ward  eflBciency  and  economy  and,  on  the 


other  hand,  incentives  to  upgrade  the 
quality  of  care  and  to  provide  for  growth 
and  improvements. 

The  legislative  history  makes  clear 
that  States  may  set  their  payment  rates 
at  the  level  that  will  reimburse  only  those 
costs  which  a  State  finds  reasonable. 
States  are  not  required  to  reimburse  for 
luxury  services,  questionable  allowances 
for  depreciation,  and  similar  items  which 
they  may  reasonably  choose  not  to  recog¬ 
nize  as  “reasonable.”  To  safeguard 
against  overpayment  a  state  may,  for 
example,  set  the  payment  rate  for  a 
facility  or  class  of  facilities  on  the  basis 
of  the  cost  at  the  occupancy  level  neces¬ 
sary  for  the  advantageous  use  of  effi¬ 
ciencies  and  economies  of  scale. 

Although  the  Department  will  not  at 
this  time  promulgate  rules  requiring 
specified  methods  of  property  valuation. 
States  are  encouraged  to  adopt  methods 
under  which  payment  would  not  vary 
solely  as  a  result  of  sales,  whether  at 
arms-length  or  otherwise,  would  not 
differ  solely  on  the  basis  of  whether  a 
facility  is  leased  or  owned,  and*  would 
not  vary  solely  as  a  result  of  changes 
in  an  owner’s  financing  arrangements. 
One  such  method  was  developed  by  the 
New  York  State  Moreland  Act  Commis¬ 
sion  on  Nursing  Homes  and  Residential 
Facilities.  In  its  publication.  Reimburse¬ 
ment  of  Nursing  Homes  Property  Costs: 
Pruning  The  Money  Tree,  the  method  is 
described  as  follows: 

In  the  case  of  proprietary  facilities, 
amounts  in  lieu  of  real  property  expenses 
(depreciation,  Interest,  and  a  return  on  capi¬ 
tal  Investment),  would  be  determined  under 
the  following  "fair  rental”  sirstem; 

(1)  A  amount  equal  to  the  equivalent  of 
full  amortization  of  non-land  property  costs 
over  a  useful  life  (determined  in  accordance 
with  commonly  accepted  standards)  plus  a 
return  in  each  of  the  years  on  the  unamor¬ 
tized  portion  of  such  costs.  The  rate  of  re¬ 
turn  would  be  set  at  one  and  one-half  times 
the  rates  of  interest  on  special  Issues  of  pub¬ 
lic  debt  obligations  Issued  to  the  federal 
hospital  insurance  trust  fund  averaged  over 
a  period  of  time  specified  by  the  State;  and 
in  addition, 

(2)  A  amount  equal  to  the  equivalent  of 
a  rental  for  land  based  on  the  original  cost 
of  the  land  adjusted  annually  for  Inflation¬ 
ary/deflationary  trends  times  a  rate  of  return 
not  to  exceed  four  percent  per  year. 

Another  approach  has  been  adopted 
by  the  Minnesota  Medicaid  program  in 
which  depreciation  paid  by  the  program 
is  subject  to  recapture  upon  sale  or 
transfer  of  an  asset.  Program  deprecia¬ 
tion  amounts  paid  are  recaptured  to  the 
extent  that  the  gain  upon  sale  or  transfer 
of  assets  is  in  excess  of  the  historical  cost 
of  the  assets  depreciated  on  a  straight 
line  basis  to  the  time  of  the  sale  or  trans¬ 
fer.  The  State  reduces  the  amount  sub¬ 
ject  to  recapture  by  one  percent  for  each 
month  of  participation  in  the  program. 

The  legislative  history  also  makes  clear 
that  States  may  take  into  account  in 
setting  their  payment  rates  the  need  to 
assure  that  adequate  numbers  of  quali¬ 
fied  facilities  are  available  and  willing  to 
participate  in  the  Medicaid  program,  and 
to  provide  incentives  to  participating  fa¬ 
cilities  to  upgrade  the  quality  of  care. 
For  example,  the  Senate  Report  indicates 


that  Congress  intended  States  to  have 
the  option  to  adopt  the  Medicare  formula, 
which  provides  for  a  profit  for  proprie¬ 
tary  providers  in  the  form  of  an  allow¬ 
ance  for  a  reasonable  return  on  owner’s 
net  capital  equity:  the  fact  that  this  op¬ 
tion  is  available  indicates  that  States  are 
to  be  free  to  include  a  similar  profit  fac¬ 
tor  for  proprietary  providers  in  calculat¬ 
ing  the  reasonable  cost-related  rate. 
States  may  include  as  an  allowable  cost 
whatever  return  on  owners’  net  equity 
they  conclude  is  necessary  to  avoid  with¬ 
drawal  of  capital  and  to  attract  addi¬ 
tional  capital  needed  for  expansion.  This 
return  on  owners’  net  equity  of  proprie¬ 
tary  providers  is  f;he  only  item  of  profit 
that  may  be  included  as  an  item  of  allow¬ 
able  cost.  States  may  conclude  that  such 
a  profit  factor  is  necessary  to  avoid  with¬ 
drawal  of  capital  and  to  attract  addi¬ 
tional  caiMtal  needed  for  expansion.  On 
the  other  hand,  such  a  profit  factor  would 
not  be  an  appropriate  element  in  the  cal¬ 
culation  of  the  reimbursement  rate  for 
non-profit  and  governmental  providers. 
At  the  same  time,  nothing  in  the  statute 
or  the  legislative  history  requires  pay¬ 
ment  of  a  profit;  the  only  requirement  is 
that  payment  be  on  a  reasonable  cost- 
relat^  basis.  Therefore,  payment  of  a 
profit  as  a  return  on  owners’  net  equity 
is  optional  with  the  States,  and  it  would 
be  inappropriate  to  require  in  these 
regulations  that  a  State  assure  a  profit 
return  comparable  to  returns  in  enter¬ 
prises  having  a  corresponding  risk,  as 
some  comments  suggest^. 

The  proposed  regulations  would  have 
allowed  rates  to  include  fiat  amounts 
repr^enting  growth  allowances  and  effi¬ 
ciency  bonuses  for  both  profit  and  non¬ 
profit  providers.  Provisions  for  such  pay¬ 
ments  have  been  deleted.  An  efficiency 
bonus  in  the  form  of  a  lump  sum  payment 
to  facilities  that  the  state  finds  to  have 
operated  efficiently  and  economically  is 
not  a  true  cost  item,  and  cannot  be  rec¬ 
onciled  with  the  statutory  mandate 
that  payment  be  on  a  reasonable  cost- 
related  basis.  Growth  allowances  are  also 
impossible  to  reconcile  with  the  legisla¬ 
tive  purpose  of  section  1902(a)  (13)  (E), 
which  was  to  provide  for  payment  rea¬ 
sonably  related  to  actual  costs  incurred. 
Growth  allowances  to  enable  providers 
to  finance  necessary  expansion,  mod¬ 
ernization.  and  development  are  not  re¬ 
lated  to  current  costs,  but  rather  are  a 
form  of  capital  financing.  It  would  not 
be  appropriate  to  seek  to  provide  this 
financing  under  section  1902(a)  (13)  (E). 
States  may  allow  proprietary  providers 
a  profit  in  the  form  of  a  rate  of  return 
on  owners’  net  equity  sufficiently  high  to 
attract  needed  capital  investment.  In 
(addition,  depreciation  allowances  and 
interest  expenses  may  be  allowable  costs 
for  all  providers  of  long  term  care 
services. 

While  return  on  proprietary  owners’ 
net  equity  is  the  only  item  of  profit  that 
may  be  included  as  an  allowable  cost, 
these  regulations  also  provide  another 
opportunity  for  profit,  in  permitting 
states  to  set  payment  rates  on  a  class 
basis.  An  efficiently  operated  facility 
that  provides  services  imder  the  plan  at 
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a  cost  less  than  the  class  rate  will  in 
effect  make  a  profit  equal  to  the  differ¬ 
ence.  On  the  other  hand,  a  facility  that 
is  not  economically  operated  may  incur 
actual  costs  of  more  than  the  class  rate; 
thus,  a  class  rate  can  be  used  as  an  in¬ 
centive  for  efficiency  and  economy.  It  is 
intended  that  States  have  great  flexibil¬ 
ity  in  determining  classes  in  setting  class 
rates,  as  long  as  their  criteria  for  classes 
and  rates  are  reasonable. 

The  proposed  regulations  would  also 
have  allowed  deductions  from  the  pay¬ 
ment  rate  for  operational  deficiencies 
which  were  not  clearly  related  to  rea¬ 
sonable  costs.  This  provision  has  been 
deleted,  but  the  final  regulations  allow  a 
state  that  sets  prospective  class  rates  to 
set  for  each  class  a  second  reduced  fate 
to  be  paid  to  facilities  found  not  to  have 
provided  the  quality  of  service  or  level  of 
care  required  of  the  class,  and  to  adjust 
retroactively  to  such  reduced  rate  its 
payments  to  facilities  with  service  defi¬ 
ciencies.  Because  of  the  difficulty  of  cal¬ 
culating  such  a  reduced  rate  that  is 
reasonable  cost-related,  and  to  prevent 
its  misuse  as  a  substitute  for  more 
stringent  measures  against  facilities  that 
do  not  comply  with  certification  stand¬ 
ards,  the  regulations  require  that  the 
criteria  on  which  such  rate  reductions 
are  based,  and  the  amount  of  the  reduc¬ 
tions,  must  be  set  forth  in  the  State 
plan  and  must  be  published  for  public 
review  and  comment  before  such  rates 
become  effective. 

A  final  point  on  the  meaning  of  the 
statutory  requirement  of  “payment  •  •  * 
on  a  reasonable  cost-related  basis”  is 
that  the  statute  and  the  legislative  his¬ 
tory  are  silent  on  the  question  of  the 
timing  of  such  payment.  The  Depart¬ 
ment  in  these  regulations  makes  no  re¬ 
quirement  with  respect  to  the  time  of 
payment  such  as  the  requirement  of 
interim  payments  under  Medicare.  Ac¬ 
cordingly,  States  are  free  to  establish 
such  payment  schedules  as  they  find  rea¬ 
sonable.  For  example,  a  State  may  wish 
to  withhold  payment  or  a  portion  of  pay¬ 
ment  pending  receipt  of  adequate  cost 
reports  from  a  facility.  However,  the 
Department  leaves  open  the  possibility 
that  it  may  decide  at  some  future  date, 
on  the  basis  of  experience  under  these 
regulations,  that  regulatory  require¬ 
ments  respecting  the  timing  of  payments 
are  necessary  to  effectuate  fully  the  Con¬ 
gressional  requirement  of  payment  on  & 
reasonable  cost-related  basis. 

The  ICP-SNF  Differential  and 
Supplementation  Plans 

The  Secretary  has  discretion,  under 
section  1903(h)(1)  of  the  Act,  to  com¬ 
pute,  for  reimbursement  purposes,  a  rea¬ 
sonable  cost  differential  between  skilled 
nuising  facilities  and  intermediate  care 
facilities. 

Under  this  authority,  the  Department 
presently  requires  by  regulation,  at  45 
CFR  250.30(b)  (3)  (iii)(b),  that  except 
as  specified  therein,  to  qualify  for  Fed¬ 
eral  financial  participation  the  State 
must  set  its  reimbursement  rate  for  in¬ 
termediate  care  facilities  at  least  ten  per¬ 
cent  below  the  rate  for  skilled  nursing 


facilities.  As  some  comments  pointed  out, 
this  differential  is  inconsistent  with  the 
requirement  of  the  proposed  regulations 
that  States  pay  both  skilled  nursing  and 
intermediate  care  facilities  on  a  reason¬ 
able  cost-related  basis,  as  determined 
imder  the  reimbursement  principles  and 
provisions  of  these  regulations.  In  addi¬ 
tion,  a  study  of  cost  differentials  between 
skilled  nursing  facilities  and  intermedi¬ 
ate  care  facilities  in  five  States  (using 
cost  data  from  1971 ) ,  conducted  for  the 
Department  by  a  private  consulting  firm, 
indicates  that  there  may  be  no  rational 
basis  for  requiring  any  differential,  since 
a  substantial  number  of  intermediate 
care  facilities  were  found  to  have  costs  as 
high  as  those  of  skilled  nursing  facili¬ 
ties.  The  study  concluded  that  inade¬ 
quate  data  existed  on  which  to  base 
further  conclusion  on  the  question  of 
whether  any  differential  is  appropriate. 

Since  section  1902(a)  (13)  (E)  of  the 
Act  now  requires  that  all  long-term  care 
facilities  be  paid  on  a  reasonable  cost- 
related  basis,  the  calculation  of  rates  in 
accordance  with  the  regulation  imple¬ 
menting  this  requirement  should  result 
in  rates  that  refiect  whatever  differen¬ 
tial,  if  any,  is  appropriate,  without  fur¬ 
ther  need  for  a  separate  requirement  for 
calculating  the  differential.  Accordingly, 
the  requirement  for  a  differential  has 
been  deleted  from  the  regulations. 

The  provisions  permitting  supplemen¬ 
tation  of  state  payments  for  skilled 
nursing  facility  and  intermediate  care 
facility  services  are  deleted,  since  the 
last  state  plan  for  supplementation  is 
scheduled  to  conclude  as  of  July  1,  1976. 

Cost-Reporting 

A  number  of  comments  pointed  out 
that  the  cost  reporting  requirements  of 
the  proposed  regulations  were  unneces¬ 
sarily  detailed  and  burdensome,  and 
would  require  the  States  to  develop,  at 
considerable  expense,  cost  data  of  lim¬ 
ited  usefulness.  On  the  basis  of  these 
comments,  the  regulations  have  been 
revised  to  make  clear  that  the  principal' 
requirement  of  this  paragraph  is  the 
annual  submission  by  providers  to  the 
State  of  uniform  cost  reports  conforming 
to  certain  standards  set  by  the  Secretary, 

The  proposed  regulations  required 
that,  if  the  Administrator  later  pre¬ 
scribes  a  uniform  cost  report  form.  States 
must  adopt  that  form.  A  number  of 
comments  objected  to  this  requirement 
on  the  ground  that  it  would  be  unrea¬ 
sonable  to  require  States  to  adopt  a  Fed¬ 
eral  uniform  cost  report  form  after  they 
had  developed  their  own  report  forms 
at  considerable  expense.  These  points  are 
well  taken  and,  accordingly,  this  require¬ 
ment  has  been  omitted  in  the  final 
regulations. 

Auditing 

A  number  of  comments  objected  to 
various  of  the  auditing  requirements  of 
the  proposed  regulations.  The  regula¬ 
tions  have  been  revised  to  delete  some 
unnecessarily  burdensome  requirements. 
The  provision  requiring  a  report  on  the 
number  of  field  audits  conducted  has 
been  deleted. 


A  number  of  cwnments  urged  that  the 
regulations  should  not  require  on-^te 
audits,  but  should  give  Stat^  the  <^ion 
to  use  other  generally  accepted  methods 
for  validating  cost  reports.  However,  the 
Department  has  decided  to  retain  this 
requireihent  in  the  final  regulations.  ITie 
Department  has  been  given  a  prelimi¬ 
nary  briefing  on  findings  of  the  General 
Accounting  Office  to  the  effect  that  State 
audits  of  facility-reported  cost  data  are 
generally  lax  under  the  provisions  of  the 
present  §  250.30(a)  (4).  which  are  not 
specific  regarding  the  scope  and  fre¬ 
quency  of  audits  required.  Based  on  such 
exiierience,  on-site,  full-scope  audits  of 
all  facilities  over  a  three-year  period  fol¬ 
lowing  the  effective  date  of  these  regula¬ 
tions  are  deemed  necessary.  However,  a 
provision  has  been  added  to  the  regula¬ 
tions  exempting  frcrni  this  requirement 
States  that  have  recently  completed  ade¬ 
quate  on-site  audits  of  all  facilities. 

A  number  of  comments  also  objected 
that  the  requirement  in  the  proposed 
regulations  that  overpayments  found  in 
such  audits  be  accounted  for  on  the 
SRS-OA-41  report  in  the  quarter  found 
was  unfair,  because  audit  findings  of 
overpayments  to  facilities  may  be  with¬ 
drawn  later  upon  reconsideration.  De¬ 
spite  this  objection,  the  Department 
considers  it  necessary  to  retain  this  pro¬ 
vision,  although  it  has  been  amended  to 
permit  the  State  six  months  to  resolve 
audit  findings  or  to  make  recovery,  be¬ 
fore  amounts  must  be  reported.  Where 
audit  findings  of  overpayment  are  with¬ 
drawn  in  a  later  quarter,  the  SRS-OA- 
41  report  for  that  quarter  may  be  ad¬ 
justed  accordingly. 

Opportunity  for  Provider  Appeals  and 
Public  Comments 

A  number  of  comments  wanted  the 
regulations  to  assure  providers  more  op¬ 
portunities  to  infiuence  the  State’s  choice 
of  cost-finding  and  rate-setting  methods 
and  payment  procedures.  Some  com¬ 
ments  urged  that,  before  the  regional 
offices  approve  any  State  plan,  the  pub¬ 
lic  should  have  an  opportunity  to  review 
and  comment  on  the  proposed  plan  and 
supporting  cost  data.  However,  it  is  con¬ 
sidered  unnecessary  to  make  this  a  regu¬ 
latory  requirement,  since  an  opportunity 
for  review  of  all  State  plan  material  filed 
with  Federal  offices  already  exists  under 
the  Freedom  of  Information  Act.  Other 
comments  argued  that  a  State  plan 
adopting  the  Medicare  principles  of 
reimbursement  should  not  be  approved 
unless  it  adopts  Medicare’s  procedures 
for  provider  appeals  of  reimbursement 
determinations.  But,  since  Congress 
clearly  intended  that  adoption  by  the 
State  of  the  Medicare  principles  and 
standards  of  reasonable  cost  reimburse¬ 
ment  was  to  be  optional,  there  is  no 
basis  for  requiring  that  a  State  adopt  the 
Medicare  system  in  its  entirety.  How¬ 
ever,  the  Department  has  been  per¬ 
suaded  that  some  opportunity  should  be 
provided  for  public  comment  on  the  pro¬ 
posed  payment  rates  before  they  become 
effective.  The  regulations  have  been 
amended  accordingly.  In  addition,  the 
final  regulations  specifically  require  that 
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an  opportunity  be  provided  for  comment 
before  any  penalty  provision  may  be  in¬ 
cluded  in  the  payment  rate  or  rate 
formula. 

Timetable  for  Implementation 

A  considerable  number  of  States  have 
expressed  concern  regarding  the  time¬ 
table  for  implementation  of  these  regu¬ 
lations.  The  Department  is  aware  that, 
although  a  good  number  of  States  will  be 
able  to  implement  the  greater  part  of 
these  regulations  fairly  quickly,  some 
will  need  a  good  deal  of  time  to  begin 
to  accumulate  the  cost  data  on  which  to 
base  payment  rates,  and  none  will  be 
able  to  meet  all  the  requirements  as  of 
July  1,  1976.  The  Department  does  not 
intend  that  States  should  be  penalized 
for  the  Department’s  delay  in  publish¬ 
ing  final  regulations.  Therefore,  the  reg¬ 
ulations  require  that  the  initial  cost-re- 
porting  period  begin  no  later  than  Jan¬ 
uary  1,  1977,  and  that  States  set  reason¬ 
able  cost-related  rates  no  later  than 
January  1. 1978,  on  the  basis  of  cost  data 
submitted  by  providers.  The  States  are 
encouraged  to  meet  each  requirement  of 
the  regulations  as  soon  as  possible.  Al¬ 
though  the  regulation  speaks  to  a  cost 
reporting  period  of  a  year,  some  States 
may  set  their  initial  rate  on  a  cost  re¬ 
porting  period  of  less -than  a  year. 

Accordingly,  the  proposed  regulations, 
as  modified,  are  hereby  adopted. 

Section  250.30,  Part  250,  Chapter  II, 
Title  45  of  the  Code  of  Federal  Regula¬ 
tions  is  revised  by  adding  a  new  para¬ 
graph  (a)(3),  redesignating  current 
paragraphs  (a)  (3)  through  (8)  as  (a) 
(4)  through  (9),  amending  the  renum¬ 
bered  paragraph  (a)  (8) ;  by  deleting  sub- 
paragraph  (b)  (3)  (ii)  (b) ,  redesignating 
current  subparagraphs  of  paragraph  (b) 
(3)  as  paragraphs  (b)  (3)  through  (b) 
(7),  and  amending  the  renumbered 
paragraphs  (b)  (6) .  as  follows: 

§  250.30  Reasonable  rharges. 

(a)  State  plan  requirements.  *  •  • 

(3)  Effective  July  1,  1976,  provide  for 
payment  of  the  skilled  nursing  facility 
and  intermediate  care  facility  services 
provided  under  the  plan  on  a  reasonable 
cost-related  basis,  as  determined  in  ac¬ 
cordance  with  methods  and  standards 
which  shall  be  developed  by  the  State  on 
the  basis  of  cost-finding  methods  ap¬ 
proved  and  verified  by  the  Secretary. 

(i)  ITie  State  plan  shall  prescribe  re¬ 
quirements  for  cost  finding  and  cost  re- 
pxjrting  by  providers  of  long  term  care 
facility  services  under  the  plan.  Under 
this  requirement,  the  State  plan  shall: 

(A)  Specify  the  inclusive  dates  of  the 
cost  reporting  year  under  this  section, 
which  year  need  not  be  the  same  for  all 
providers  of  long  term  care  facility  serv¬ 
ices  under  the  plan;  and  specify  the  be¬ 
ginning  date  of  the  first  such  cost  re¬ 
porting  year,  which  shall  be  no  later 
than  January  1, 1977; 

(B)  Require  that  each  provider  of  long 
term  care  facility  services  under  the  plan 
compile,  after  the  close  of  each  cost  re¬ 
porting  year  specified  under  paragraph 
(a)  (3)  (i)  (A)  of  this  section,  an  itemized 
list  of  its  allowable  costs  under  para¬ 


graph  (a)  (3)  (iil)  of  this  section  for  such 
cost  reporting  year,  or  for  the  period  of 
I>articipation  in  the  plan,  if  less  than 
the  full  cost  reporting  year,  on  the  basis 
of  generally  accepted  accounting  princi¬ 
ples  and  the  accrual  method  of  account¬ 
ing,  except  that,  for  governmental  insti¬ 
tutions  operated  on  a  cash  method  of 
accounting,  data  based  on  such  a  method 
of  accoimting  will  be  acceptable; 

(C)  Specify  one  cost-finding  method 
approved  by  the  Secretary  to  be  used  by 
all  providers  of  skilled  nursing  facility 
services,  and  one  cost-finding  method 
approved  by  the  Secretary  to  be  used  by 
all  providers  of  intermediate  care  facility 
services,  which  may  be  the  same  cost- 
finding  method  for  all  providers  of  long 
term  care  facility  services  in  the  State, 
and  require  that,  after  the  close  of  each 
cost  reporting  year  as  defined  in  para¬ 
graph  (a)  (3)  (i)  (A)  of  this  section,  each 
provider  of  long  term  care  facility  serv¬ 
ices  imder  the  plan  shall  apply  such 
specified  cost-finding  method  to  its  al¬ 
lowable  costs  determined  under  para¬ 
graph  (a)  (3)  (i)  (B)  of  this  section  to  as¬ 
certain  the  costs  of  the  various  services 
provided  by  it  under  the  plan  during  such 
cost  reporting  year.  Cost-finding  meth¬ 
ods  specified  under  20  CPU  405.453(d) 
have  been  approved  by  the  Secretary; 
other  cost-finding  methods  shall  be  sub¬ 
mitted  to  the  Regional  Commissioner  for 
approval; 

(D)  As  of  the  beginning  date  of  the 
first  cost  reporting  year  under  the  plan 
as  specified  under  paragraph  (a)  (3)  (1) 

(A)  of  this  section,  provide  for  a 
uniform  cost  report  form  to  be  used 
by  all  providers  of  skilled  nursing  fa¬ 
cility  services,  and  a  uniform  cost  rep>ort 
form  to  be  used  by  all  providers  of  in¬ 
termediate  care  facility  services,  which 
may  be  the  same  cost  report  form  for 
all  providers  of  long  term  care  facility 
services  in  the  State,  which  cost  r^x>rt 
form  or  forms  shall  require  an  itemized 
list  of  the  allowable  costs,  under  para¬ 
graph  (a)(3)(iii)  of  this  section,  and  a 
list  of  the  costs  of  the  various  services 
provided  xmder  the  plan  as  determined 
on  the  basis  of  an  approved  cost-finding 
method;  and  require  that  each  provider 
of  long  term  care  facility  services  imder 
the  plan  report  to  the  State  agency,  on 
the  appropriate  uniform  cost  report 
form,  the  cost  data  determined  by  the 
facility  under  paragraphs  (a)  (3)  (1)  (B) 
and  (C)  of  this  section,  no  later  than 
three  months  after  the  close  of  the  cost 
reporting  year; 

(E)  Require  that  each  provider  of  long 
term  care  facility  services  under  the 
plan  maintain,  for  a  period  of  not  less 
than  three  years  following  the  date  of 
submission  of  the  cost  report  form  to 
the  State  agency  under  paragraph  (a) 
(3)(i)(D)  of  this  section,  financial  and 
statistical  records  of  the  period  covered 
by  such  cost  report  which  are  accurate 
and  in  sufficient  detail  to  substantiate 
the  cost  data  reported;  and  require  each 
provider  to  make  such  records  available 
upon  demand  to  representatives  of  the 
State  agency  or  of  the  Department: 

(P)  Provide  that  all  cost  reports  sub¬ 
mitted  by  providers  under  paragraph  (a) 
(3)  (i)  (D)  of  this  section  shall  be  main¬ 


tained  by  the  State  agency,  pursuant  to 
the  recordkeeping  and  reporting  re¬ 
quirements  of  §  205.60  of  this  chapter, 
for  a  period  of  not  less  than  three  years 
following  the  date  of  submission  of  such 
reports. 

(ii)  Hie  State  plan  shall  provide  for 
audits  to  verify  the  accuracy  and  rea¬ 
sonableness  of  cost  reports  furnished  by 
providers  under  paragraph  (a)  (3)  (i)  of 
this  section,  and  shall  describe  the  State’s 
procedures  for  such  audits,  which  shall 
meet  generally  accepted  auditing  stand¬ 
ards.  ’The  adoption  of  audit  standards 
set  forth  in  Health  Insurance  Manual 
(HIM-18)  Issued  by  the  Social  Security 
Administration  is  recommended,  but  the 
State  may  establish  its  own  standards. 
Under  this  requirement,  the  State  plan 
shall: 

(A)  Provide  procedures  for  analyzing 
and  auditing  the  cost  reports  and  finan¬ 
cial  tecords  of  providers  and  other  perti¬ 
nent  documents,  which  procedures  are 
adequate  to  verify : 

(1)  That  tmly  those  expense  items 
that  the  State  has  specified  as  allowable 
costs  under  paragraph  (a)  (3)  (ill)  of  this 
section  have  been  included  by  the  pro¬ 
vider  in  the  computation  of  the  costs  of 
the  various  services  provided  by  it  under 
the  plan  undM*  paragraph  (a)  (3)  (i)  (C) 
cff  this  section;  and 

(2)  That  expenses  determined  imder 
paragraph  (a)(3)(i)(B)  of  this  section, 
and  attributed  to  proper  items  of  allow¬ 
able  cost  under  paragraph  (a)  (3)  (i)  (C) 
of  this  section,  have  been  accurately 
determined  and  attributed,  and  are 
reasonable. 

(B)  Provide  for  analysis,  within  six 
months  after  their  submission  to  the 
State  agency,  of  all  cost  reports  sub¬ 
mitted  by  providers  under  (a)  (3)  (i)  (D) 
of  this  section  to  verify,  to  the  extent 
possible,  that  the  provider  has  complied 
with  paragraphs  (a)  (3)  (i)  (B)  and  (C) 
of  this  section; 

(C)  Where  analysis  under  paragraph 
(a)  (3)  (ii)  (B)  of  this  section  indicates 
that  a  provider  has  not  fully  complied 
with  paragraphs  (a)(3)(ii)  (A)(1)  and 
(A)  (2)  of  this  section,  provide  for  such 
further  auditing  of  the  provider’s  finan¬ 
cial  and  statistical  records  or  other  doc¬ 
uments  as  are  needed; 

(D)  Provide  for  on-site  audit  of  the 
financial  and  statistical  records  of  each 
participating  provider,  over  a  three-year 
period  beginning  as  of  the  close  of  the 
first  cost  reporting  year  as  defined  in 
paragraph  (a)  (3)  (i)  (A)  of  this  section, 
during  which  three-year  period  no  less 
than  one  third  of  the  participating  long 
term  care  facilities  are  to  be  audited  each 
year.  Such  on-site  audit  shall  be  suffi¬ 
ciently  comprehensive  in  scope  to  ascer¬ 
tain  whether,  in  all  material  respects, 
the  cost  report  submitted  by  the  pro¬ 
vider  under  paragraph  (a)  (3)  (i)  (D)  of 
this  section  cixnplies  with  paragraphs 
(a)(3)(U)  (A)(1)  and  (A)(2)  of  this 
section.  The  Regional  Commissioner  may 
exonpt  from  this  requirement  a  State 
which  demonstrates  to  his  satisfaction 
that  it  has  in  effect  a  continuing  audit 
program  under  which  it  has  completed 
on-site  audits  of  the  financial  and  sta- 
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tlstical  records  of  all  participating  long 
term  care  faciliti^  in  the  State  during 
the  three-year  period  immediately  pre¬ 
ceding  the  end  of  the  first  cost  reporting 
period  as  defined  in  paragraph  (a)  (3)  (i) 

(A)  of  this  section,  and  that  such  on¬ 
site  audits  were  conducted  in  accordance 
with  generally  accepted  auditing  stand¬ 
ards  and  were  sufSciently  ccxnprehensive 
in  scope  to  determine  that  only  proper 
it^ns  of  cost  applicable  to  service  fur¬ 
nished  imder  the  plan  were  included  in 
the  provider’s  calculation  of  its  costs, 
and  to  detmnine  whether  the  expenses 
attributable  to  such  proper  items  of  cost 
were  accurately  determined  and  reason¬ 
able; 

(E)  Provide  that,  beginning  three 
years  after  the  end  of  the  first  cost  re¬ 
porting  year,  as  defined  in  paragraph 
(a)  (3)  (i)  (A)  of  this  section  (or,  in  the 
case  of  a  State  exempted  by  the  Re¬ 
gional  Commissioner  from  the  require¬ 
ment  of  paragraph  (a)  (3)  (ii)  (D)  of  this 
section,  provide  that,  beginning  immedi¬ 
ately  after  the  end  of  the  first  cost  re¬ 
porting  year) ,  on-site  audits  of  the 
financial  and  statistical  records  be  i>er- 
formed  each  year  in  at  least  15  percent 
of  participating  facilities,  at  least  five 
percent  of  which  shall  be  selected  on  a 
random  sample  basis  and  the  remainder 
of  which  shall  be  selected  on  the  basis  of 
exceptional  profiles,  which  audits  shall 
be  sufficiently  ccxnprehensive  in  scope  to 
ascertain  whether,  in  all  material  re¬ 
spects,  the  cost  report  submitted  by  the 
provider  imder  paragraph  (a)  (3)  (i)  (D) 
of  this  section  complies  with  paragraphs 
(a)(3)(ii)  (A)(i)  and  (A)(2)  of  this 
section; 

(P)  Provide  that,  upon  conclusion  of 
each  audit  of  a  facility  under  paragraphs 
(a)(3)(U)  (C),  (D),  or  (E)  of  this  sec¬ 
tion,  the  auditor  shall  submit  to  the  State 
agency  a  report  of  the  audit,  which  re¬ 
port  shall  meet  generally  accepted  audit¬ 
ing  standards  and  shall  declare  the  audi¬ 
tor’s  opinion  as  to  whether,  in  all  ma¬ 
terial  respects,  the  cost  report  submitted 
by  the  provider  under  paragraph  (a)  (3) 

(i)  (D)  of  this  section  complies  with 
paragraph  (a)  (3)  (ii)  (A)  (I)  and  (A)  (2) 
of  this  section;  and  provide  that  all  such 
reports  shall  be  kept  by  the  State  agency, 
pursuant  to  the  record-keeping  and  re¬ 
porting  requirements  of  section  205.60  of 
this  chapter,  for  a  period  of  not  less  than 
three  years  following  the  date  of  sub¬ 
mission  of  such  reports. 

(G)  Provide  that  overpayments  found 
in  audits  under  this  paragraph  will  be 
accounted  for  on  the  SRS  OA-41  report 
no  later  than  the  second  quarter  follow¬ 
ing  the  quarter  in  which  found; 

(iii)  ’The  State  plan  shall  set  forth  the 
items  of  expense  that  are  allowable  costs 
under  the  plan.  Under  this  requirement: 

(A)  Cost  of  meeting  certification 
standards:  Allowable  costs  shall  include 
all  items  of  expense  which  providers 
must  incur: 

(1)  In  order  to  meet  the  definition  of 
skilled  nursing  facility  contained  in  sec¬ 
tion  1861  (J)  of  the  Social  Security  Act 
and  in  section  249.10(b)  (4)  of  this  chap¬ 
ter  and  20  CFR  405.127(a),  and  in  order 
to  satisfy  the  requirements  of  section 
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1902(a)  (28)  of  the  Act;  or  in  order  to 
meet  the  definition  of  intermediate  care 
facility  set  forUi  in  section  249.10(b)  (15) 
of  this  chapter;  and 

(2)  In  order  to  comply  with  the  stand¬ 
ards  prescribed  by  the  Secretary  for 
skilled  nursing  facilities  or  intermediate 
care  facilities,  in  regulations  under  the 
Social  Security  Act  in  $9  249.33(a)  (1), 
249.12,  and  249.13  of  this  chapter; 

(3)  In  order  to  comply  with  require¬ 
ments  established  by  the  State  agency 
responsible  for  establishing  and  main¬ 
taining  health  standards,  under  the  au¬ 
thority  of  9  250.100;  and 

(4)  In  order  to  comply  with  any  other 
requirements  for  licensing  under  State 
law  which  are  necessary  for  providing 
skilled  nursing  or  intermediate  care  facil¬ 
ity  services,  as  applicable. 

(B)  Costs  of  routine  services;  Allow¬ 
able  costs  shall  include  all  items  of  ex¬ 
pense  which  providers  incur  in  the  pro¬ 
vision  of  routine  services.  Routine  serv¬ 
ices  means  the  regular  room,  dietary  and 
nursing  services,  minor  medical  and 
surgical  supplies,  and  the  use  of  equip¬ 
ment  and  facilities.  Examples  of  ex¬ 
penses  that  allowable  costs  for  routine 
services  must  include  are: 

(2)  All  general  services  includ¬ 
ing  but  not  limited  to  administration  of 
oxygen  and  related  medications,  hand¬ 
feeding,  incontinency  care,  tray  service, 
and  enemas; 

(2)  Items  furnished  routinely  and  rel¬ 
atively  uniformly  to  all  patients,  such  as 
patient  gowns,  water  pitchers,  basins  and 
bed  pans; 

(3)  Items  stocked  at  nursing  stations 
or  on  the  floor  in  gross  supply  and  dis¬ 
tributed  or  used  individually  in  small 
quantities;  such  as  alcohol,  applicators, 
cotton  balls,  bandaids,  antacids,  aspirin 
(and  other  non-legend  drugs  ordinarily 
kept  on  hand) ,  suppositories,  and  tongue 
depressors; 

(4)  Items  which  are  used  by  individu¬ 
al  patients  but  which  are  usable  and 
expected  to  be  available,  such  as  ice  bags, 
bed  rails,  canes,  crutches,  walkers,  wheel¬ 
chairs  traction  equipment,  and  other 
durable  medical  equipment; 

(5)  Special  dietary  supplements  used 
for  tube  feeding  or  oral  feeding  such  as 
elemental  high  nitrogen  diet,  even  if 
written  as  a  prescription  item  by  a  physi¬ 
cian  (because  these  supplements  have 
been  classified  by  the  Fo^  and  Drug  Ad¬ 
ministration  as  a  food  rather  than  a 
drug) ; 

(6)  Laundry  services  other  than  for 
personal  clothing. 

(C)  Bad  debts,  charity  and  courtesy 
allowances:  Bad  debts  of  non-title  XIX 
program  patients  and  charity  and  cour¬ 
tesy  allowances  shall  not  be  included  in 
allowable  costs. 

(D)  Purchases  from  related  organiza¬ 
tions:  Costs  applicable  to  services,  facili¬ 
ties,  and  supplies  furnished  to  a  provider 
by  organizations  related  to  the  provider 
by  common  ownership  or  control  shall 
not  exceed  the  lower  of  the  cost  to  the 
related  organization  or  the  price  of  com¬ 
parable  services,  facilities,  or  supplies 
purchased  elsewhere.  Providers  shall  be 
required  to  identify  such  related  organi¬ 
zations  and  costs  in  the  State’s  uniform 
cost  report(s) . 

REGISTER,  VOL.  41,  NO.  12R — THURSDAY,  JULY 


(iv)  'The  state  plan  shall  set  forth  the 
methods  and  standards  used  by  the  State 
to  determine  reasonable  cost- related  pay¬ 
ment  rates,  and  shall  set  payment  rates 
on  the  basis  of  such  methods  and  stand¬ 
ards,  to  be  effective  no  later  than  Janu¬ 
ary  1,  1978.  The  State  plan  shall  pro¬ 
vide: 

(A)  Methods  and  standards  that  rea¬ 
sonably  take  into  account  actual  costs 
of  the  items  of  allowable  cost  set  forth 
in  paragraph  (a)  (3)  (iii)  of  this  section, 
in  providing  services  under  the  plan,  as 
found  and  reported  under  the  require¬ 
ments  of  paragraph  (a)  (3)  (i)  of  this 
section,  and  as  verified  by  audits  under 
paragraph  (a)  (3)  (ii)  of  this  section. 
(Payment  rates  shall  not  be  set  lower 
than  the  level  which  the  State  reasonably 
finds,  or  in  the  case  of  a  prospectively 
determined  rate,  the  level  which  the 
State  reasonably  expects,  to  be  adequate 
to  reimburse  in  full  such  actual  allowable 
costs  of  a  facility  that  is  economically 
and  efficiently  operated) ; 

(B)  Methods  and  standards  that  rea¬ 
sonably  take  into  account  economic  con¬ 
ditions  and  trends  during  the  time  period 
covered  by  the  rates; 

(C)  That  payment  rates  which  are 
determined  prospectively  will  be  redeter¬ 
mined  at  least  annually; 

(D)  Where  rates  of  payment  are  de¬ 
termined  on  a  class  basis,  the  criteria 
on  which  the  class  and  the  class  rate  of 
payment  are  determined,  which  criteria 
shall  be  reasonable; 

(E)  Where  rates  are  determine  pro¬ 
spectively  for  classes  of  facilities  on  the 
basis  of  the  quality  of  services  or  level 
of  care  provided,  with  provision  for  retro¬ 
active  adjustment  downward  to  a  pro¬ 
spectively  determined  lower  rate  of  pay¬ 
ment  for  facilities  in  that  class  with  serv¬ 
ice  deficiencies,  set  forth  the  service  de¬ 
ficiencies  on  the  basis  of  which  payment 
may  be  adjusted  to  the  reduced  rate.  A 
rate-setting  methodology  which  provides 
for  such  a  retroactive  downward  adjust¬ 
ment  shall  not  be  subject  to  the  ceiling 
requirements  of  paragraph  (b)  (6)  (i)  of 
this  section; 

(P)  Provide  in  the  rate-setting  process 
an  opportunity  for  interested  members 
of  the  public  to  review  and  comment  on 
the  proposed  rates  before  they  become 
effective.  If  the  proposed  rates  or  rate 
formulas  contain  any  provision  for  ret¬ 
roactive  downward  adjustments  under 
paragraph  (a)  (3)  (iv)  (E)  of  this  sec¬ 
tion,  the  State  agency  in  publishing  such 
proposed  rates  or  rate  formulas  for  pub¬ 
lic  commoit  shall  state  the  circum¬ 
stances  under  which  an  adjustment 
would  be  taken  and  the  amount  or  rate 
percentage  of  such  adjustment. 

(V)  The  State  plan  shall  provide  that 
the  State  will  pay  to  a  provider  of  long 
term  care  facility  services  who  furnishes 
services  in  accoi^ance  with  the  require¬ 
ments  of  the  State  plan  the  amount  de¬ 
termined  for  services  furnished  by  the 
provider  under  the  plan,  according  to 
the  methods  and  standards  set  forth  in 
its  plan  under  paragraph  (a)(3)(iv)  of 
this  section. 

(vi)  Definitions.  For  purposes  of  this 
section,  the  following  definitions  apply: 
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(A>  Accrual  method  of  accounting 
means  that  revenue  is  reported  in  the 
period  when  it  is  earned,  regardless  of 
when  it  is  collected,  and  expenses  are 
reported  in  the  period  in  which  they  are 
incurred,  regardless  of  when  they  are 
paid. 

(B)  Cash  method  of  accounting  means 
that  revenues  are  recognized  only  when 
cash  is  received  and  expenditures  for 
expense  and  asset  items  are  not  record¬ 
ed  until  cash  is  disbursed  for  th^. 

(C)  Cost-finding  means  the  process  of 
recasting  the  data  derived  from  the  ac¬ 
counts  ordinarily  kept  by  a  provider  to 
ascertain  costs  of  the  various  types  of 
services  rendered.  It  is  the  determina¬ 
tion  of  these  costs  by  the  allocation  of 
direct  costs  and  proration  of  indirect 
costs. 

(D)  Bad  debts  are  amounts  considered 
to  be  uncollectable  from  accounts  and 
notes  receivable  which'' were  created  or 
acquired  in  providing  services. 

(E)  Charity  allowances  are  reductions 
in  charges  made  by  the  provider  of  serv¬ 
ices  because  of  the  indigence  or  medical 
indigence  of  the  patient. 

(P)  Courtesy  allowances  are  a  reduc¬ 
tion  in  charges  in  the  form  of  an  allow¬ 
ance  to  physicians,  clergy,  and  others,  for 
services  received  from  the  provider. 
Employee  fringe  benefits,  such  as  hos¬ 
pitalization  and  personnel  health  pro¬ 
grams,  are  not  considered  to  be  courtesy 
allowances. 

(G)  Generally  accepted  accounting 
principles  means  accounting  principles 
approved  by  the  American  Institute  of 
Certified  Public  Accountants. 

(H)  Generally  accepted  auditing 
standards  means  auditing  standards  ap¬ 
proved  by  the  American  Institute  of  Cer¬ 
tified  Public  Accountants. 

(4)  Provide  that  payments  for  care  or 
service  are  not  in  excess  of  the  upper 
limits  described  in  paragraph  (b)  of  this 
section. 

(5)  Provide  that  the  single  State 
agency  will  take  whatever  measures  are 
necessary  to  assure  appropriate  audit 
of  records  wherever  reimbursement  is 
based  on  costs  of  providing  care  or  serv¬ 
ice,  or  fee  plus  costs  of  materials. 

(6)  Provide  assurance  that  the  State 
agency  has  access  to  data  identifying 
the  maximxim  charges  allowed  and  that 
such  data  will  be  made  available  to  the 
Secretary  of  Health,  Education,  and  Wel¬ 
fare  upon  request. 

(7)  Provide  that  fee  structures  will  be 
established  which  are  designed  to  enlist 
participation  of  a  sufficient  niunber  of 
providers  of  services  in  the  program  so 
that  eligible  persons  can  receive  the 
medical  care  and  services  included  in  the 
plan  at  least  to  the  extent  these  are 
available  to  the  general  population. 

(8)  Provide  that  participation  in  the 
program  will  be  limited  to  providers  of 
service  who  accent,  as  payment  in  full, 
the  amounts  paid  in  accordance  with 
the  fee  structure. 

(9)  Provide  that  any  increase  in  a  pay¬ 
ment  structure  that  applies  to  individual 
practitioner  services  shall  be  documented 
in  State  manuals  or  other  official  files 
by: 


(i)  An  estimate  of  the  percentile  of  the 
range  of  customary  charges  to  which  the 
revised  payment  structure  equates  and  a 
description  of  the  methods  used  in  arriv¬ 
ing  at  the  estimate. 

(ii)  An  estimate  of  the  composite 
average  percentage  increase  of  the  re¬ 
vised  fee  structure  over  its  predecessor. 
Criteria  for  meeting  Federal  require¬ 
ments  pertaining  to  such  payment  struc¬ 
tures  are  set  forth  in  paragraph  (b)(3) 
(i)  (A)  of  this  section. 

(b)  Upper  limits.  •  *  • 

(3)  Payments  to  individual  practition¬ 
ers.  (This  applies  to  services  of  doctors  of 
medicine,  dentistry,  osteopathy,  and  po¬ 
diatry.  At  the  option  of  the  State,  other 
individual  practitioner  services  may  be 
included.)  A  payment  structure  will  meet 
Federal  requirements  if  (as  dociimented 
in  State  manuals  or  other  ofBcial  files) : 

(i)  Payment  to  the  individual  practi¬ 
tioner  is  limited  to  the  lowest  of 

(A)  His  actual  charge  for  service; 

(B)  The  median  of  his  charge  for  a 
given  service  derived  from  claims  proc¬ 
essed  or  from  claims  or  services  ren¬ 
dered  during  all  the  calendar  year  pre¬ 
ceding  the  start  of  the  fiscal  year  in 
which  the  determination  is  made;  or 

(C)  His  reasonable  charge  recognized 
imder  part  B,  title  XVni. 

(ii)  In  no  case  may  payment  exceed 
the  highest  of 

(A)  Beginning  July  1,  1971,  the  75th 
percentile  of  the  range  of  weighted  cus¬ 
tomary  charges  in  the  same  localities 
established  under  title  XVin  during  the 
calendar  year  preceding  the  fiscal  year 
in  which  the  determination  is  made; 

(B)  The  prevailing  charge  recognized 
under  part  B,  title  XVm,  for  similar 
services  in  the  same  locality  on  Decem¬ 
ber  31, 1970  and  found  acceptable  by  the 
Secretary;  or 

(C)  The  prevailing  reasonable  charge 
recognized  under  part  B,  title  XVEtl. 

(4)  Other  noninstitutional  services. 
The  upper  limits  for  payments  shall  be 
customary  charges  which  are  reasonable. 
The  prevailing  charges  in  the  locality  for 
comparable  services  imder  comparable 
circumstances  shall  set  the  upper  limits 
for  payments.  In  reviewing  prevailing 
charges  for  reasonableness,  the  State 
agency  should  consider  the  combined 
payments  received  by  providers  (for  fur¬ 
nishing  comparable  services  under  com¬ 
parable  circumstances)  from  the  car¬ 
riers  under  part  B  title  XVIII  of  the  Act 
and  benficiaries  under  such  title,  and 
the  combined  payments  received  from 
other  third-party  insuring  organizations 
and  their  regular  policy  holders  and  sub¬ 
scribers,  using  whichever  of  these  criteria 
m*  other  criteria  are  appropriate  to  the 
specific  provider  service. 

(5)  Outpatient  hospital  services,  other 
inpatient  and  outpatient  facility  serv¬ 
ices,  and  clinic  services.  Customary 
charges  which  are  reasonable.  Schedules 
of  payments  established  by  the  State 
agency  shall  not  exceed  the  combined 
payments  received  by  providers  (for  fur¬ 
nishing  comparable  services  under  com¬ 
parable  circumstances)  from  the  inter¬ 
mediaries  or  carriers  under  title  XVIII 
and  beneficiaries  under  title  XVIII  of  the 
Social  Security  Act. 


(6)  Skilled  nursing  and  intermediate 
care  facility  services.  (1)  Schedules  of 
payments  established  retrospectively  by 
the  State  agency,  or  established  prospec¬ 
tively  with  retrospective  adjustment, 
shall  not  exceed  an  upper  limit  deter¬ 
mined  in  accordance  with  the  principles 
of  reimbursement  for  provider  costs 
under  Part  A  of  title  XVIII  of  the  Act. 
This  requirement  will  be  deemed  met  (A) 
if  the  State’s  payment  does  not  exceed 
amounts  which  would  have  been  deter¬ 
mined  under  Medicare  in  at  least  90  per¬ 
cent  of  the  facilities  in  a  random  sample 
of  all  facilities  participating  in  title  XIX, 
or  (B)  if  the  average  payments  to  all 
facilities  within  a  class  do  not  exceed 
amounts  which  would  have  been  deter¬ 
mined  under  Medicare.  In  the  case  of 
providers  which  are  participating  in 
Medicare,  the  interim  rate  paid  to  the 
facility  under  Medicare  (as  adjusted  by 
the  State  for  costs  of  items  and  services 
not  covered  under  the  State’s  plan)  may 
be  used  to  ascertain  the  upper  limit.  In 
the  case  of  providers  which  are  not  par¬ 
ticipating  under  Medicare,  the  State 
need  not  use  Medicare’s , cost  reports  or 
detailed  methods  of  cost  finding,  nor 
make  a  financial  audit  of  the  facilities 
to  apply  Medicare’s  reimbursement  prin¬ 
ciples,  but  the  State  shall  establish 
schedules  of  payments  which  are  con¬ 
sistent  with  the  intent  that  upper  limits 
do  not  exceed  amounts  which  would  be 
determined  using  Medicare’s  principles 
of  cost  reimbursement  for  similar  serv¬ 
ices. 

(ii)  All  schedules  of  payments  estab¬ 

lished  by  the  State  agency  shall  be  sub¬ 
ject  to  the  general  payment  limits  es¬ 
tablished  by  section  223  of  Pub.  L.  92- 
603,  which  amended  sections  1861  (v) 
and  1866  of  the  Social  Security  Act,  and 
by  implementing  regulations  at  20  CFR 
405.460-405.461.  _ 

(iii)  In  no  case  may  the  payment  rate 
for  services  provided  under  the  plan  ex¬ 
ceed  the  facility’s  customary  charges  to 
the  general  public  for  such  services,  ex¬ 
cept  that  public  facilities  rendering  such 
services  free  of  charge  or  at  a  nominal 
charge  may  be  reimbursed  according  to 
the  principles  set  forth  in  paragraph  (a) 
(3)  of  this  section. 

(7)  Prepaid  capitation  arrangements. 
The  upper  limit  for  payment  for  services 
provided  on  a  prepaid  capitation  basis 
shall  be  established  by  ascertaining  what 
other  third  parties  are  paying  for  com¬ 
parable  services  under  comparable  cir¬ 
cumstances.  ’The  cost  for  providing  a 
given  scope  of  services  to  a  given  num¬ 
ber  of  individuals  under  a  capitation  ar¬ 
rangement  shall  not  exceed  the  cost  of 
providing  the  same  services  while  paying 
for  them  under  the  requirements  im¬ 
posed  for  specific  provider  services. 

•  *  *  •  * 

(Sec.  1102,  49  Stat.  647  (42  U.S.C.  1302).) 

Effective  date:  The  regulations  in  this 
section  will  be  effective  July  1,  1976. 

(Catalog  of  Federal  Domestic  Assistance  Pro¬ 
gram  No.  13.714,  Medical  Assistance 
Program.) 

(It  is  hereby  certified  that  the  eco¬ 
nomic  and  infiationary  effects  of  this 
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regvUatlon  have  been  carefully  evaluated 
in  accordance  with  Executive  Order  No. 
11821.) 

Dated:  Jime29, 1976. 

Robkkt  Fulton, 
Administrator,  Social  and 
Rehabilitation  Service. 

Approved:  June  30, 1976. 

Marjorie  Lynch 

_ AcUno  Secretary. 

[FR  Doc.76-19316  Filed  6-30-76;9:66  am] 
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Public  Papers  of  the  Presidents 
of  the  United  States 


Annual  volumes  containing  the  public  messages  and  statements, 
news  conferences,  and  other  selected  papers  released  by  the  White 
House. 

Volumes  for  the  following  years  are  now  available : 

HERBERT  HOOVER 


1929_— 

__  __  _  $13.30 

1930 _ 

$16.00 

HARRY  S 

.  TRUMAN 

1945___ 

_ $11.75 

1949 _ 

$11.80 

1946___ 

_ _ $10.80 

1950  _ 

$13.85 

1947 _ 

_  _ $11.15 

1951 _  _ 

$12.65 

1948__ 

$15.95 

1952-53 _  — 

$18.45 

DWIGHT  D. 

EISENHOWER 

1953— 

$14.60 

1957 _ _ 

$14.50 

1954___ 

_  _ $17.20 

1958 _  _ 

$14.70 

1955__- 

_  _  $14.50 

1959 _ 

$14.95 

1956 

$17.30 

1960-61 _  _ 

$16.85 

JOHN  F. 

KENNEDY 

1961— 

_  $14.35 

1962 _ 

$15.55 

1963 _ $15.35 


LYNDON  B.  JOHNSON 


1963-64  (Book  I) _ 

__  $15.00 

1966  (Book  II)  -  - 

.  _  _  $14.35 

1963-64  (Book  11) _ 

_ $15.25 

1%7  (Book  I) _ 

_ $12.85 

1005  T) 

$12.25 

1967  (Book  II) 

_  $11.60 

1965  (Book  li)..  _ 

_ $12.35 

1968-69  (Book  I)„ 

_ $14.05 

1966  (Book  I) _ $13.30  .  1968-69  (Book  II) - $12.80 


RICHARD 

NIXON 

1969 

-  _ $17.15 

1972 _ 

$18.55 

1970-  _ 

_  __  $18.30 

1973 _ 

$16.50 

1971 _ 

_  $18.85 

1974 _ 

_ $12.30 

GERALD  R.  FORD 

1974 _ $16.00 

Published  by  Office  of  the  Federal  Register,  National  Archives  and  Records  Service. 
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